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THE STATE OF POST-ACQUISITION PERFORMANCE
LITERATURE: WHERE TO FROM HERE?

The performance of firms after an acquisition is a central question for strategic

management and is clearly of interest to managers considering an acquisition.

A growing body of research has considered the question of post-acquisition

performance; however, as a whole existing research in this area is largely

atheoretical and the findings are equivocal. Organizational renewal is

suggested as a potential theoretical lens, and a review of existing research

identifies challenges and opportunities for future research on identifying

factors driving post-acquisition performance.
By any measure acquisitions represent a major force in the modern economy. The number of
acquisitions in America increased 600 percent between the 1970°s and the 1980’s (Goodman
and Lawless, 1994: 258), and the number of deals worldwide set a new record every year
between 1994 and 2000, with over 35,000 transactions in 2000 (Wall Street Journal, 2001).
Additionally, the value of acquisition activity in the United States exceeded $2.6 trillion, in
1992 dollars, between 1976 and 1990 (Jensen, 1993), and hit a record $1.636 trillion in the
first ten months of 2000, besting the previous full year record set in 1998 (Wall Street
Journal, 2000). Despite the widespread use of acquisitions by firms research suggests most
acquisitions do not improve firm performance (e.g., Datta, et al., 1992; Ravenscraft and
Scherer, 1987), and one-third to one-half of acquired firms are later divested (Lubatkin and
Lane, 1996; Ravenscraft and Scherer, 1987). The risk an acquisition represents for firms goes
beyond later divestiture to also include financial losses, stock devaluation, damage to firm and
manager reputations, and dismissal of managers (e.g., Donaldson, 1990; Kaplan and
Weisbach, 1992; Montgomery, ef al., 1984).

The disconnect between high acquisition activity in the face of evidence that a

significant number of acquisitions fail implies that existing literature does not provide clear

guidance for managers. Indeed, there is no theoretical framework that explains the




relationship between the antecedents of acquisition on firm performance (Hitt, et al., 1998;
Hoskisson, et al., 1993; Sirower, 1997). The goal of the current paper is to build a common
base for future research on post-acquisition performance by suggesting a theoretical lens, and
reviewing existing literature on post-acquisition performance.

Corporate entrepreneurship or how existing firms pursue organizational renewal may
offer insight into why firms pursue acquisitions. Corporate entrepreneurship can be viewed as
combining resources either internal or external to the firm (Burgelman, 1983). Internal
corporate entrepreneurship involves combining existing firm resources in new ways, and is
normally associated with venturing. The majority of corporate literature focuses on
venturing; however, corporate entrepreneurship as practiced by firms goes further. External
corporate entrepreneurship involves integrating resources in the external environment with a
firm’s internal resources. Although external entrepreneurship can include alliances,
acquisitions are normally viewed as the primary option (Olson, 1990). Both internal
development and external acquisition involve recombining firm resources—implying that
firm resources are often underutilized. Indeed, profit-seeking firms with excess resources can
diversify into other markets either through internal development or external acquisition as a
strategy to more efficiently employ firm resources (Teece, 1982). However, neither internal
nor external corporate entrepreneurship has high success rates (Stringer, 2000; Kambil, 2000),
and the development of internal resources is better understood (Ahuja and Katila, 2001).

Research needs to move beyond whether acquisitions on average have a positive or
negative effect to identify factors that lead to increased or decreased acquisition success
(Gerpott, 1995). A resource synergy view of acquisitions is consistent with organizational

renewal in that Brown and Eisenhardt (1998) identify the most successful approach to




organizational renewal involves recombining the best of existing resources with something
new. Further, the integration of another firm with resources needed to create competitive
advantage is consistent with the resource-based view of the firm (Wernerfelt, 1984). This
paper summarizes current progress in identifying factors leading to acquisition success.

The current section of the paper has introduced the research focus. The next section
uses the resource-based view as a theoretical framework for studying acquisitions. This is
followed by a summary of existing research on post-acquisition performance and observed
limitations in existing research. The paper then summarizes suggestions for future research
before concluding.

THEORY

Although existing theory has been inadequate for explaining post-acquisition performance,
the key to success appears to be the ability to identify complementary resources that allow the
creation of synergy, which supports the resource-based view of the firm (Hitt, et al., 1998).
The resource-based view (RBV) of the firm offers a framework for explaining how firms
achieve and sustain competitive advantage by building internal resources to take advantage of
environmental opportunities (Barney, 1991; Mahoney and Pandian, 1992; Peteraf, 1993;
Wernerfelt, 1984). The RBV operates on the assumption that firms are comprised of unique
resource bundles that exhibit variation over time (Barney, 1991; Wernerfelt, 1984). A main
contribution of RBV is identifying that differences in firm profits result form heterogeneity in
firm resources, and that firms possessing valuable, rare, inimitable, and non-substitutable
resources can earn above average profits (Barney, 1991). An important implication of the
RBYV is that firms caﬁ accumulate or build resources that will be the source of above average

performance. Further, resource accumulation and employment represent an area that firm




managers can directly influence as they pursue improved performance. For example, Anand
and Singh (2001) suggest that better firm resources are combined through acquisitions.

It is important that RBV is consistent with notion of synergy, because synergy has
been the dominant rationale used to explain acquisition activity (Hoskisson and Hitt, 1990). I
define synergy as increased competitiveness beyond what the two firms could accomplish
independently (Sirower, 1997). The most common justification for acquisitions is that the
acquired firm complements the position of the acquiring firm in a way where an agreement is
profitable for both the buyer and seller (Lubatkin and Lane, 1996; Penrose, 1959). Framed in
this light acquisitions can be viewed as an attempt by firms to more efficiently use internal
resources by combining them with external resources. In situations where synergy can only
be created from integrating operations from both firms, one would expect that both firms
would have more equal bargaining power (Chatterjee, 1986) that would result in more even
distribution of the expected benefits from a combination. When complementary synergy
between two firms results in equal bargaining power, the impact should be smaller acquisition
premiums. This is important, because everything else equal the smaller an acquisition
premium the more likely a firm will experience higher post-acquisition performance
(Hayward and Hambrick, 1997; Sirower, 1997).

Managers have a central responsibility for evaluating the attractiveness of industries
when contemplating diversification to formulate strategies that take into account both their
resources and the environment (Cooper, 1993). It is unlikely that increased economic rents
from synergy will occur without an identifiable strategy (Sirower, 1997). There are several
potential strategies that firms may be attempting to use through acquisitions, including:

e Increase the likelihood of innovation by increasing the probability of
successful resource combinations (Teece, 2000),




e Leverage internal resources by recombining them with resources available
externally (Tidd and Trewhella, 1997),
e Faster entry into a market than internal development (Capron, 1999),
Lower entry costs than internal development (Roberts and Berry, 1985), and/or
e Overcoming entry barriers (Singh and Montgomery, 1987), or other market
failures, such as patents (Williamson, 1975; Teece, 1986).
More attention needs to be paid to the strategies behind firm acquisitions and the resource-
based view may offer the theoretical base to build testable hypotheses surrounding synergy.
This is an important contribution, because there is no theoretical framework that currently

explains the relationship between the antecedents of acquisition on firm performance

(Hoskisson, et al., 1993; Hitt, et al., 1998).

However, it is important to remember that synergy is elusive (Ramanujam and
Varadarajan, 1989). One reason synergy is elusive is that collaborative synergies also involve
costs requiring increased coordination, including political infighting (Brown and Eisenhardt,
1998). Further, acquisitions require resource commitments that affect acquiring firm
performance (Sirower, 1997). For example, the price of a firm is important for at least two
reasons. First, if you cannot afford the price demanded by a target, the synergy cannot be
achieved. Second, the premium paid for a target firm will impact post-acquisition
performance (Sirower, 1997; Hayward and Hambrick, 1997) and too high a price may
outweigh any synergistic benefits. Additionally, the RBV is not with out criticism. The RBV
has been criticized as being vague in outlining how resources contribute to competitive
advantage and as lacking empirical testing (Priem and Butler, 2001). Further, the RBV has
been criticized as less relevant in dynamic or rapidly changing markets where value-
generating resources often exhibit reduced half lives (D’ Aveni, 1994; Eisenhardt and Martin,
2000). The preseﬁt study empirically tests a model derived from RBV in a dynamic context

in an attempt to see whether criticism of RBV is justified.




LITERATURE REVIEW

This section of the paper reviews empirical literature that examines post-acquisition firm
performance. There is a long history of acquisition research with academic research studying
mergers and acquisitions since at least 1953 (McGowan, 1971) and any claim of
comprehensively reviewing the literature would be foolish. In my literature review, I focus
on empirical research on post-acquisition firm performance with an emphasis on strategic
management literature published since Jensen and Ruback’s (1983) review. Empirical studies
were identified by: 1) manual search of article titles and abstracts of Strategic Management
Journal and the Academy of Management Journal issues for the last six years, and 2) reading
studies that were referenced by multiple studies from Step 1. A total of 26 studies were
included in the review, and they are summafized in Table 1. Though not comprehensive, the
studies reviewed are expected to be representative of existing post-acquisition performance

research.

Insert Table 1 about here

There are several conclusions that can be drawn from Table 1 about literature on post-
acquisition performance, including the impact of acquisitions on firm performance, diversity
in the performance measures studied, and commonality on independent variables.

First, research conclusions on the impact of acquisitions on acquiring firm
performance are equivocal. However, the general a priori bias to post-acquisition
performance literature is that the primary aim of acquisitions is improving firm performance
(Lubatkin, 1983). Based on this assumption, the conclusions of nineteen of the 26 studies that
made blanket conclusions on the effectiveness of acquisitions are summarized in Table 2.

Conclusions are essentially evenly distributed between either an acquisition by a firm




increasing performance, or having no or a negative impact on firm performance regardless of
the performance measure employed. The category of “other” measures largely represents a
smaller stream of research using alternative measures to capture the impact of acquisitions on
firm innovation (e.g., Hitt, et al., 1991; Ahuja and Katila, 2001). A total of eight studies find
acquisitions increase firm performance and twelve studies find either no impact or a negative
impact on performance. A Chi square difference test based on the count data totals (McClave
and Benson, 1994) results in concluding that no significant differences between the findings
of the studies exist (p =.371). Although this simple test does not account for sample or
observed effect size, it is a striking realization that if you randomly look at the results of two
studies you are as likely to find conflicting conclusions as you are consistent findings. Truly,
existing post-acquisition performance research results are equivocal.

Insert Table 2 about here

The next conclusion from the review is that there are multiple measures of post-
acquisition performance, although most studies use either stock market and/or accounting
measures. Again, studies using other measures represent a smaller stream of research using
alternative measures to capture the impact of acquisitions on firm innovation. Unfortunately,
neither post-acquisition performance literature nor strategic management literature in general
exhibits consensus on what constitutes firm performance (Daily, et al., in press). This
observation is further discussed under measuring performance in the limitations of existing
research.

Although there are several different measures of firm performance and there is
diversity displayed in the independent variables considered, there is also some commonality.

I discuss findings for the most common variables that should be considered in future research




(see Table 3). My review shows the impact of firm diversification on subsequent
performance has received the most attention of researchers with some measure of
diversification considered in 21 of the 26 studies. Although no relationship between
acquiring a related versus an unrelated firm and post-acquisition performance has been found
(e.g., Fowler and Schmidt, 1989; Lubatkin, 1987), the preponderance of literature suggests
acquiring related firms leads to increased post-acquisition performance (e.g., Kusewitt, 1985;
Palich, et al., 2000; Rumelt, 1974, 1982).

Insert Table 3 about here

The second most common independent variable involves either size or relative size of
the acquired firm with fourteen studies considering size as a variable. Acquisition risk may
be reduced if the target firm is large enough to achieve ‘critical mass’ while remaining smaller
than the acquiring firm (Kusewitt, 1985; Sharma and Kesner, 1996), due to decreased
financial strain and integrative effort.

Acquiring firm experience and target firm performance tied as the third most common
variables with five studies considering each variable. Prior experience with acquisitions can
build knowledge about how to perform acquisitions that would help firms avoid problems that
would hurt performance (Haspeslagh and Jemison, 1991; Lubatkin, 1983). Although it seems
reasonable that would-be acquirers will evaluate the attractiveness of a target firm’s resources
in light of the firm’s performance, consistent guidance on the expected relationship does not
exist. For example, Vermeulen and Barkema (2001: 470) argue a firm’s long-term
competitiveness will be enhanced through learning acquisitions, and that “a firm will learn
more by acquiring a highly profitable, technology rich venture than by taking over a poorly

performing firm that happens to be a bargain.” However, target firm’s poor financial




performance is also thought to reflect either resource mismanagement or the absence of
complementary resources needed to create competitive advantage (Temple, et al., 1981).
Finally, it may be that target firm profitability has no impact on an acquiring firm’s post-
acquisition performance (Anand and Singh, 1997).

The friendliness of an acquisition, R&D expenditures, and method of accounting were
considered as variables in four studies. When considering the friendliness of an acquisition,
Kusewitt (1985: 166) simply stated: “unfriendly takeovers should be avoided.” R&D
expenditures can support absorptive capacity in acquiring firms (Cohen and Levinthal, 1989,
1990), or technological capability in target firms. For example, R&D investments may act as
a barrier to entry through firms achieving economies of scale, and the accumulation of patents
and technology capability (Montgomery and Hariharan, 1991; Sharma and Kesner, 1996).
The importance of including the method of accounting for an acquisition is discussed under
measuring performance in limitations of existing research.

LIMITATIONS OF EXISTING RESEARCH

There are two primary limitations to the body of literature studying post-acquisition
performance. The first limitation deals with sampling issues and the second limitation
involves measurement of the dependent variable, firm performance. Each limitation is
addressed separately in the following paragraphs.

Sampling Issues

There are two related issues involving sampling procedures that limit the ability to make
conclusions from previous studies and may contribute to equivocal results. The issues
involve generalizability, or the degree that results can be expected to be consistent across

settings and time. Two-thirds of the reviewed studies either relied on Federal Trade




Commission (FTC) large merger series or on samples where the characteristics of sampled
firms are largely unknown, or not reported. The ability to generalize to other settings is the
first concern, because in the studies using the FTC data or samples with unknown
characteristics the impact of industry is a concern. Existing literature suggests that industry
characteristics influence the performance of firms (Porter, 1980, 1985; Rumelt, 1991,
Schmalensee, 1985). However, a minority of the studies reviewed controlled for industry by
limiting the sample, use of industry dummy variables, or using industry adjusted measures.
Further, diversification research, in general, is limited in that it ignores industry effects
(Hoskisson and Hitt, 1990). In other words, not only is the impact of an acquisition on firm
performance unclear industry impacts are largely unknown and may help explain equivocal
results.

The second sampling concern involves the ability to generalize across time.
Approximately one-third of the studies reviewed rely to some extent on FTC large merger
series data that has neither been collected nor updated since 1979 (Finkelstein, 1997). Heavy
reliance on the FTC data is a concern, because acquisition activity varies with time
(Hoskisson and Hitt, 1990; Lubatkin, 1983) and appears to be correlated with business cycles
(Ramanujam and Varadarajan, 1989; Lipin, 2001). Still most of the reviewed studies using
the FTC database spanned the 1970s, a time frame that exhibited both expansions and
recessions (Ramanujam and Varadarajan, 1989), and did not control for potential business
cycle effects. The ability to generalize study findings across time is limited by the
dependence of current research on FTC data and the lack of controlling for business cycles

may have had on study findings. Indeed, studying the generalizability of acquisition
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performance relationships over time is an interesting and under researched issue (Ramanujam
and Varadarajan, 1989).

Measuring Performance

The second area of limitations in existing research involves measurement of firm
performance. While multiple measures of acquisition effectiveness have consistently been
encouraged (Hoskisson and Hitt, 1990; Lubatkin, 1983) to allow cumulating of research
across disciplines (Ramanujam and Varadarajan, 1989) and to understand differences in
accounting and stock market measures (Hoskisson, et al., 1993), the majority of reviewed
studies focused on only one type of performance measure. For example, of the 26 studies
summarized in Table 1, only five used both stock market and accounting measures, whiLe ten
studies used just stock market measures, six used only accounting based measures, and five
'used other measures. Stock market and accounting measures are complementary in that stock
performance represents ex ante expectations, while accounting based performance represents
ex post measures of performance (Anand and Singh, 1997). Individually, stock and
accounting measures each have limitations.

In the case of stock market measures, most literature looking at post-acquisition
performance of firms has employed the Capital Asset Pricing Model (CAPM) methodology
(Sirower, 1997). In the present review, six of the fifteen studies using stock measures were
identified as employing CAPM. There are recognized limitations to using CAPM in regard to
acquisition studies in that acquiring firms must be relatively inactive in the acquisition market
to avoid confounding affects. Avoiding confounding events is a critical assumption of CAPM
that is more difficult to justify the longer the event window considered in cases like

acquisitions where information is revealed over time (Williams and Siegel, 1997). Although
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the study is not unique in this respect, Lubatkin (1987) used an event window of over 68
months without justifying the length of the window or checking for confounding returns
(Williams and Siegel, 1997). One problem is that none of the identified studies used event
windows even approximately close to one another, which limits generalizability and
comparison of findings. Finally, the application of CAPM in management research has been
criticized due to practical and theoretical issues (Chatterjee, et al., 1999). For example, if
synergy is possible, it may not be recognized by stock market measures because of
information asymmetries (Hitt, ef al., 1998).

In the case of accounting measures, four of the ten studies employing an accounting
based measure used Return on Assets (ROA). Even though literature has consistently
identified ROA as a poor measure of acquisition performance, because it is impacted the
method of accounting for an acquisition (Lipton, 1982; Sirower, 1997), studies continued to
use ROA as measure. None of the four studies using ROA controlled for the method of
accounting for an acquisition, and only four of the 26 studies reviewed controlled for
accounting method, even though it has been shown to impact firm performance measures
(Ravenscraft and Scherer, 1987). Historically, there have been two methods of accounting for
an acquisition either pooling of interests or pulrchase.1

Under pooling of interests, assets of an acquired firm are recorded at their pre-merger
book value and the difference in amount paid for a firm is either debited or credited to
acquirer’s stockholders equity account (Ravenscraft and Scherer, 1987). Normally, pooling
of interests is used when a company is acquired with stock. Additionally, pooling of interest

accounting is significantly associated with higher acquisition premiums (Ravenscraft and

! The Financial Accounting Standards Board eliminated pooling of interests accounting and modified recording
of goodwill with purchase accounting for all acquisitions completed after July 1, 2001 (Weil, 2001).
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Scherer, 1987) and the premium paid for a target firm may impact post-acquisition
performance (Hayward and Hambrick, 1997; Sirower, 1997). Pooling accounting can affect a
firm’s price to earnings (PE) ratio, because an increase in the number of a firm’s shares will
tend to lower its earnings per share. This could increase a firm’s stock price, if investors bid
up the price to reflect the pre-merger PE ratio. Additionally, a post-merger firm’s stock price
may not reflect cash flows from multiple businesses with different growth rates, because the
target is absorbed into the acquirer and operating results are reported for the combined firm.
This could decrease a firm’s stock price, since earnings are not broken out by business
segment. These potentially contradictory impacts of pooling of interests suggest the potential
impact on stock market measures of performance for this accounting method could be a wash.
However, with purchase accounting the impact is not as benign. Under purchase
accounting, acquired assets are entered at the effective price paid (Ravenscraft and Scherer,
1987). Normally, purchase accounting is used when a company is acquired with cash, debt,
or a combination of cash and debt. The majority of acquisitions use purchase accounting and
cash was used to pay for the majority of acquisitions between 1986 and 1997 (Hitt, et al.,
2001: 32). When a premium is paid under purchase accounting, the assets are either “stepped
up” relative to their pre-merger values or an addition is made to the acquirer’s “goodwill”
asset account. Purchase accounting may decrease acquiring firm performance, when asset
based measures are used. For example, ROA will decrease, if a premium was paid for a target
firm, because goodwill increases an acquirer’s assets, or the denominator in ROA.
IMPLICATIONS FOR FUTURE RESEARCH
Currently, our ability to predict post-acquisition performance is limited. Some of the factors

identified from existing research and summarized in Table 3 may be important antecedents.

13




More studies need to focus on developing more robust theory for the motivations of

acquisition and empirical prediction of post-acquisition performance. There are limitations

displayed by existing literature that may contribute to the equivocal findings observed to date.

There are several implications for future research on post-acquisition performance that are

summarized individually below.

1)

2)

3)

We need better theoretical frameworks and more theory driven empirical research.
Even though current research shows equivocal results, there is little to be gained in
post-acquisition research that simply tests whether acquisitions have a positive or
negative impact on firm performance. Firms have used and continue to use
acquisitions as a strategic tool. Future research using RBV to explore synergy
creation strategies and identified factors that may lead to synergy in acquisitions
presents a significant opportunity for future research.

Future empirical research needs to carefully consider the sample selection, including
controlling for business cycles, industry, and regulatory changes. Future studies on
acquisition performance needs to use carefully selected samples (Chatterjee, 1986) to
control for potential confounding effects. Better sample selection combined with
more fully reporting of sample characteristics will help establish the extent that
research results can be generalized or better interpreted in the face of inconsistent
findings.

It is important future empirical research on post-acquisition performance uses
multiple measures of performance. Neither stock market nor accounting measures

alone are broad enough to capture different strategic considerations for an acquisition,
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4)

5)

6)

made.

and using them together can help identify differences in accounting and stock market
measures (Hoskisson, et al., 1993).

Future empirical research also needs to control for the method of accounting for an
acquisition and avoid using ROA as a performance measure. The method of
accounting directly biases ROA and may have indirect effects on other performance
measures (Ravenscraft and Scherer, 1987).

There is a lack of research on factors affecting acquisition performance, particularly
choice variables that managers control during the acquisition process (Sirower,
1997). Future research needs to identify strategic factors that can be used to predict
post-acquisition performance. The present review suggests several independent
variables that have been explored in multiple studies that should be considered by
future research.

Finally, moderated relationships are largely unexplored in post-acquisition
performance research. Future research on post-acquisition performance needs to
consider multiple variables and their potential interactions (Hoskisson and Hitt, 1990;
Hitt, et al., 1998). For example, only one of the 26 reviewed studies Capron (1999)

explicitly testing for interactions.

CONCLUSIONS
The goal of this study is building a common base for future research on post-acquisition
performance by reviewing existing. Although there are challenges to predicting post-

acquisition performance and current research offers equivocal results, progress has been

However, the sheer number and dollar value of acquisitions demands better theoretical

models and additional empirical research. Further advancing our understanding of post-
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acquisition performance will require recognizing the challenges and opportunities identified

in this review.
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Table 2. Summary of Conclusions on Acquisitions and Firm Performance

Increased No Impact or Decreased
Performance Measure Performance Performance
Stock market 4 6
Accounting 1 2
Both Stock market and 2 1
Accounting
e Other 1 3
Total * 8 12

? Not significantly different based on Chi square comparison (p =.371)
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Table 3. Common Research Post-acquisition Performance Research Variables

Variable Number of Studies Using Variable
e Diversification, any measure 21
e Firm size or Relative size 14
e Acquisition Experience 5
e Target Firm Performance 5
e Hostile or Friendly acquisition 4
e R&D expenditures 4
e Accounting method 4
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